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The Honorable Wally Herger 
U.S. House of Representatives 
Washington, DC 2051 5-0502 

Dear Mr. Herger: 

I am responding to your letter dated :December 13,2005, in which you raise 
several questions about the treatmeyct of cash awards received by plaintiffs 
(*taxpayers") in a settlement of an inhrse condemnation proceeding under the 
name Paterno v, State of California. Your letter raises the following questions: 
(I) whether the portion of the award designated as prejudgment interest should 
be treated as ordinary income by the taxpayers, and not as part of the amount 
realized from the inverse condemnation of property; (2) whether attorneys' fees 
paid or incurred by the taxpayers are deductible expenses or are nondeductible 
capital expenditures: (3) under what circumstances may the taxpayers take a 
casualty loss deduction for destroyed property; (4) what efforts the IRS has made 
to inform the taxpayers of their potential tax liability in this matter; and (5) 
whether the receipt of Forms 1099-Miscellaneous that report the amount of the 
cash awards will result in the selection of the taxpayers' tax returns for audit. 

I, Interest 

You indicate that the settlement reached by the parties in the Paterno litigation 
included a payment to the taxpayers .of prejudgment interest. You ask whether 
the interest constitutes ordinary income to the taxpayers. California law allows 
prejudgment interest in inverse condernnaiion actions. See Cal. [Civ. Proc.] 
Code $1268.310 (West 2006); People v. Gardella Square, 246 Cal. Rptr. 139 
(Cal. Ct. App. 1988). Generally, interest awarded in a condemnation suit is 
compensation for the delay in payment and is not part of the damages awarded 
for the converted property. Kieselbach v. Commissioner, 317 U.S. 399,403-404 
(1 943). A taxpayer generally must include the interest portion of a condemnation 
award in gross income as ordinary income. See section 61 (a) (4) of the Code 
and section 1.61 -7(a) of the Income Tax Regulations. Therefore, the 
prejudgment interest portion of the settlement is taxable as ordinary income to 
the taxpayers, and is not part of the property recovery. 

11. Attorneys' Fees 

You ask whether the attorneysJ fees paid or incurred by the taxpayers are 
deductible expenses or instead are nondeductible capital expenditures. The tax 






